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A PROGRAM FOR ECONOMIC MOBILIZATION 


By Epwarp S. SHAW AND LORIE TARSHIS* 


The program of economic controls recommended below is directed 
toward a solution of the problems that would be raised in a full-scale 
mobilization of our economy by 1955. The design of such a program 
should not be left to prejudice or tradition. It must be based instead 
on the requirements of mobilization and the operating characteristics 
of the mobilizing economy. In Section I we describe these requirements 
and the strains to which they would subject the economy as it pro- 
ceeds to fill more and more military needs. In Section II we assess the 
merits of alternative programs. Our own recommendations are pre- 
sented in Section ITT. 


I.—Tensions in the Mobilizing Economy 


We cannot and need not claim great accuracy for the estimates of 
this section. They are presented to give a rough impression of the 
economic tensions accompanying mobilization. Crude as they may be, 
they still afford an adequate base upon which to construct a control 
program. 

Our model postulates full mobilization by 1955, the half-way point 
in 1953. At the peak the labor force is to contain the same proportion 
of those aged 14 and over as the British mustered in 1944, and hours 
of work are assumed to reach our own level of 1944. The armed forces 
in 1955 are to number 12 millions. In estimating gross national product, 
we suppose that productivity has increased, everywhere except in the 
armed forces, at an annual rate of 2 per cent since 1944. “Value of 
output” of the armed forces, measured by pay and allowances, is based 
on 1949 levels. 

Our projection of gross national product, if mobilization follows the 
path we assume, appears in Table I. 

The first objective of economic policy is implicit in these figures— 

* The authors are, respectively, professor and associate professor of economics, Stanford 
University. This article is a condensation of a larger study which will be published by the 
McGraw-Hill Book Co., Inc. The authors want to express their indebtedness to Professor 
Tibor Scitovsky, of Stanford University, who is a co-author with them of the larger study. 
The authors would like to express their appreciation to The RAND Corporation for 


having made this study possible. The conclusions are the authors’ and do not necessarily 
represent the views of The RAND Corporation. 
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TABLE I.—Gross NATIONAL Propwct, 1951-56 


(billions, in June 1950 prices) 


Period Gross National Product 
Third quarter, 1951 $293 
. e 1952 331 
. - 1953 365 
. 7 1954 383 
. ‘: 1955 396 
- - 1956 410 


a rise of production of 50 per cent over 1950. Even with so considerable 
a rise, civilians would have to make sharp sacrifices. To get it, the labor 
force must increase by about four million over and above the number 
that would normally enter; the work week must be lengthened; re- 
straints and bottlenecks that might lower productivity must be re- 
moved. All of this must be done despite the disincentive of declining 
real consumption. 

We assume that at peak mobilization civilians will be held to 1939 
consumption per capita, and government non-war expenditures, ex- 
cluding transfer payments, to the same ratio of gross national product 
as in 1944, Private investment would be limited to replacement levels. 
The rest of output would be availiable for military usé. Lacking space 
to describe or justify these assumptions for the peak year and related 
ones for prior years, we project the composition of gross national 
product as follows. 


TABLE IJ.-—-ComposITION oF Gross NATIONAL PRopuwct, 1951-56 


(billions, in June 1950 prices) 


Period Private Government | Government C i 
a Investment War Non-War ena ne 
Third quarter, 1951 $50 oa) $23 £183 
: 1952 51 75 21 184 
- 1953 Si 126 21 167 
: . 1954. 33 185 18 147 
. " 1955 30 225 17 124 


7 Ks 1956 31 237 17 125 


Such shifts as are portrayed here in composition of gross national 
product could occur only if policy permitted, encouraged, or compelled 
a rapid reallocation of resources. There will be no resources to spare 
upon misallocations that result either from inexpert regulation oi 
aggregate demand and its patterns or from frictions in the mobility of 
resources. We must note the difficulties of providing adequate incen- 


This content downloaded from 134.129.120.3 on Sun, 20 Dec 2015 15:55:12 UTC 
All use subject to JSTOR Terms and Conditions 


32 THE AMERICAN ECONOMIC REVIEW 


tives to reallocations when demands are liable to large and unpredicta- 
ble changes and rewards in real terms are scarce. 

In our model consumers would be held to $124 billions of consump- 
tion in 1955. But their incomes before tax would be about $309 bil- 
lions. With taxes at our own 1944 levels, disposable income would be 
$260 billions, while with British wartime rates in effect, disposable 
income would amount to $208 billions. Growth in the savings margin 
over 1951-56 is forecast as follows. 


TABLE III.—DiIsposABLE INCOME, CONSUMPTION, AND SAVINGS, 1951-56 


(billions, in June 1950 prices) 


Disposable Income Consumer Savings 
Period CONS: |) 
tion U.S. Tax | U.K. Tax | U.S. Tax | U.K. Tax 
Rates Rates Rates Rates 
Third quarter, 1951 183 195 156 12 —17 
" 7 1952 184 218 174 34 —10 
. “ 1953 167 239 190 72 Za 
° : 1954 147 251 200 104 53 
. a 1955 124 260 208 136 84 
e . 1956 125 267 212 142 87 


A small fraction of disposable income, possibly 5 per cent at the 
maximum, might be saved voluntarily and hence the inflationary gap 
might be less than the savings margin of disposable income over per- 
missible consumption at stable prices. But it seems more likely that, 
in view of the shrinkage in real consumption and of the massive pre- 
mobilization supply of liquid assets, consumers would sooner or later 
attempt to dissave. It is terrifyingly clear that an inflationary problem 
of such magnitude could not be solved by duplicating World War II 
controls. 

A similar analysis for corporations shows that through 1953 private 
investment at the high rate we suppose necessary would have to be 
financed partly from external sources. Thereafter, even with taxes on 
corporate profits at 65 per cent, corporations would retain from current 
operations $5-10 billions annually in excess of their investment quota. 
Obviously, powerful restraints to limit investment would be needed. 

The government sector would show increasingly large deficits once 
mobilization had gained speed. With taxes set at our own 1944 rates 
from 1951 on, the aggregate deficit in 1951-56 would be $450 billions: 
in 1955 alone it would be $145 billions. With British wartime rates in 
effect from the beginning, the aggregate deficit would come to $240 
billions: in 1955 it would be $108 billions. Evidently such very large 
increases in public debt would be in prospect that we should doubt the 
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capacity of conventional finance to cope with them. If their counterpart 
were to be, as in World War II, an equal accumulation of liquid assets 
by consumers and firms, we feel sure that the mobilization itself would 
be gravely in peril and that a disastrous inflation would be inevitable 
either during or after the war crisis. 

If the pattern of personal income distribution remains the same as in 
recent years and if personal taxes are levied at either our own or 
British wartime rates, the distribution of disposable personal income 
excluding military pay and allowances will be approximately as follows. 


TABLE IV.—DISTRIBUTION OF DISPOSABLE INCOME, 1955 


(in June 1950 prices) 


Aggregate Disposable Disposable Income 
Income per Spending Unit 
Decile SS eS SS Se 
U.S. Tax U.K. Tax U.S. Tax U.K. Tax 

Rates Rates Rates Rates 
Top $67 billion $50 billion $13 ,330 $9 ,955 
2nd 34 25: * 6,800 5,097 
3rd 29 = 21 “ 5,859 4,221 
Ath 24 “ ig “ 4,825 3,696 
Sth 21 “ 17“ 4,236 3,345 
6th 1i8 “ 14 “ 3,567 2,872 
7th 15 “ iZ * 2 ,932 2 ,426 
8th i: * 10 “ 2,31 2,045 
Oth 8 & 8 * 1,621 1,507 


10th 3. 3. 540 540 


Even after taxes at wartime levels, it is apparent that households in 
the top three or four deciles of the income distribution would be 
capable of taking from the markets the entire output of consumption 
goods without drawing on liquid asset accumulations. Society simply 
could not sanction such inequality in real consumption. Yet, if an 
attempt were made to equalize consumption by taxing, marginal rates 
would have to be impossibly high—90 per cent and more for incomes 
above the median. Equalizing consumption by devices of compulsory 
saving would result in grossly unequal accumulations of financial assets 
and a radical change over the mobilization period in the inter-personal 
distribution of wealth. Economic policy will need to be cleverly and 
powerfully designed indeed if it is to steer us clear of all the perils we 
face—inflation, inequitable distribution of consumption, decay of pro- 
duction incentives, and maldistribution of wealth. 


IIl.—An Appraisal of Alternative Programs of Control 


Two programs of economic control during mobilization, alternatives 
to the program we propose, merit special consideration. One, the dis- 
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equilibrium system of controls apparently is in general favor and is 
being re-established. The other, the pay-as-you-go program, has strong 
backing among economists. Either may be rejected only for compelling 
reasons. 

Our feeling is that a decisive case can be made out against both the 
disequilibrium system and pay-as-you-go. Neither has adequate poten- 
tialities for bringing into use all of the economy’s resources, for allo- 
cating these resources efficiently among alternative uses, and for dis- 
tributing the output properly among claimants. The purpose of this 
section is to indicate why this seems to be so and why it is imperative 
to develop a program of controls that is more suitable to the mobiliza- 
tion of the 1950’s. 


The Disequilibrium System 


Description. The disequilibrium system, as the name suggests, does 
not seek to maintain aggregative equilibrium over the whole economy 
or in any of its broad sectors. It tolerates a very large excess of dis- 
posable income over permissible consumption at stable prices. The 
rapid accumulation of consumer savings, and corporate savings as 
well, takes the form of whatever liquid assets the public may prefer— 
money or marketable and redeemable securities. 

As rising incomes and accumulating liquidity stimulate demand, price 
inflation here and there or everywhere is stopped by decree—by hold- 
ing the line, by freezes and ceilings and rollbacks. As excess demands 
appear at ceiling prices, they are dissipated by formal or informal ra- 
tioning, priorities, defense orders, allocations, and limitations. The 
answer to deficient supplies is sometimes subsidies or production on 
government account. Short supplies may be apportioned in critical cases 
by an allocation system such as the Controlled Materials Plan. Else- 
where allocation of resources and distribution of output is achieved by 
the primary pricing system, crippled and limping as it is from the 
freezing process, and by administrative mandate. Briefly, the disequi- 
librium system generates an inflationary gap; negates its inflationary 
effect on prices by imposing ceilings; and overcomes the distorting 
effect of frozen prices on real phenomena by direct controls. 

Advantages. The merits of the disequilibrium system are substantial. 
For one thing it is a familiar system, and perhaps it can be re-assembled 
quickly and efficiently from the blueprints of World War II. It can be 
imposed piecemeal, to deal with each emergency of excess demand. 
The public approves its apparatus of ceilings and freezes, likes the 
simple equity of formal rationing, and considers it right and ethical to 
take the profits out of war with an excess profits tax. 

The accumulation of liquid assets provides incentive, as tax receipts 
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or illiquid savings may not, to offset the inevitable reduction in current 
real consumption. The Treasury has access to cheap financing, and high 
levels of income are assured to financial institutions. If the price line 
is held, labor may be persuaded to moderate its wage demands. 
Eventually, the disequilibrium system can be counted upon to culminate 
in some price inflation and sufficient forced savings to ease the burden 
of public debt and overcome the danger of post-crisis deflation. 

Especially in the military sector of the economy, the allocation of 
resources may be improved by direct controls. In this sector the price- 
income mechanism is relatively inefficient in diverting a sufficient 
quantity of the right resources to the right places. The disequilibrium 
system guards against excessive reliance on the price-income mecha- 
nism alone. Our view is that it over-guards, using formal allocations not 
so much to supplement the operation of the pricing mechanism as to 
supplant it. It dispenses unnecessarily with the help that the pricing 
mechanism could give. 

Disadvantages. The disequilibrium system of controls was not an 
unqualified success in World War II. Excess demands did appear on the 
majority of markets. The result in some cases was outright price in- 
flation. In other cases, inflation was more subtle and took the guise of 
quality deterioration, withdrawal of low-end items, overfabrication, and 
sub rosa bonus arrangements from buyers to sellers. The administrative 
apparatus grew alarmingly. The lightly repressed inflation brought the 
various agencies to loggerheads, so that stabilization agencies and 
mobilization agencies seemed to be natural enemies, though logic sug- 
gests that they should be natural allies. There was an unpleasant after- 
math of postwar problems—inflation, the emasculation of monetary 
control, and the uneven accumulations of liquid wealth. 

Still, circumstances were favorable for the disequilibrium system in 
1940-45. Real consumption was high and rising, and the generous levels 
of real consumption stimulated the demand for liquid savings. The 
initial stock of liquidity was not large, and stable price expectations 
made the public tolerant of considerable additions to it. The public was 
depression-minded and there was no widespread suspicion that inflation 
would or could confiscate real savings. 

For 1950-55 the prospect is quite different. Real consumption will 
decline. Existing stocks of liquidity are enormous and, even if taxes 
are raised to British levels of 1944, the liquidity increment will far 
surpass the record of World War II. It would be naive to suppose that 
the public has learned nothing about the hazards of inflation since 1945 
or that price expectations are and will remain inelastic. In 1950-55 
the supply of liquidity will expand very much more rapidly, as our data 
in Section I on the savings margin suggest, and the demand for it will 
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be much less intense. If the disequilibrium system is reinstated the only 
possible results, it seems to us, will be first a more rapid growth of excess 
demands than in 1940-45, then a more rapid mushrooming of direct 
controls, and finally a breakdown of price ceilings and direct controls 
as accumulating liquidity loses incentive value and leaks to the markets 
through chinks in the wall of controls. The disequilibrium system re- 
presses inflation much too lightly. 

Once inflation gains headway, the opportunity to earn liquid assets 
will not attract an adequate labor force or stimulate an appropriate 
aggregate or pattern of capital formation. That is to say, the dis- 
equilibrium system would hamper recruitment of necessary real re- 
sources. 

Even if the price line were to be held, the disequilibrium system 
would not allocate resources and distribute output optimally. The 
price-income mechanism would be frozen so that it could not refiect 
changing patterns of demand and changing stresses of supply. Substi- 
tutes for it, like the Controlled Materials Plan or point prices for con- 
sumer goods, are much too cumbersome to reach beyond a small 
segment of the economy. Most allocation of resources and distribution 
of output would necessarily be carried on by a maimed pricing or- 
ganization and such unofficial arrangements as buyers and sellers could 
work out for themselves. 

There is space here to recount only a few of the ways in which 
the disequilibrium system can hamper allocation of resources. Excess 
demands on normal civilian markets discourage diversion of resources 
to military output. New investment for military markets is handi- 
capped when there is a persistent sellers’ market for civilian output. 
Since relative intensities of consumer demand are concealed by frozen 
prices, consumer wants can play no direct rdle in determining which 
resources should be surrendered to rearmament. The pattern of civilian 
output does not reflect relative intensities of consumer demand, but 
instead relative mark-ups that are permissible under price-control 
regulations. With resource prices frozen, producers economize in re- 
sources which were expensive when ceilings were imposed rather than 
in resources which become expensive through the course of mobiliza- 
tion. Frozen resource prices in the military sector encourage excessively 
costly specifications for military items by concealing real scarcities. 
Especially in combination with the excess profits tax, they do not com- 
pel producers in the military sector to conserve resources to the utmost 
or employ them in the most efficient ways. 

The disequilibrium system is equally maladroit in respect to the 
distribution of output. Specific and even group rationing makes quite 
inadequate provision for differences in buyer tastes. Consumption in 
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standard portions may be tolerated when relatively few goods are con- 
cerned and when the general living standard is rising. When real con- 
sumption is shrinking, it becomes gravely objectionable. Still, it prob- 
ably is less objectionable than the haphazard distribution of informal 
rationing or of black markets. In view of the administrative com- 
plexities of specific or group rationing, we should expect only a few 
wage goods to be covered by it, and even then the administrative cost is 
bound to be enormous. 

Our objections, then, to the disequilibrium system are that it re- 
presses inflation too lightly; that it tends to depress incentive and the 
aggregate of output; that it allocates resources inefficiently and dis- 
tributes output unsatisfactorily. Its administrative apparatus is cum- 
bersome, tightly centralized, and inflexible. It is least objectionable in 
a brief, once-and-for-all mobilization of the World War II variety. 
We can hardly imagine that this performance would be tolerable in a 
long and possibly oscillating mobilization of the type we may be in for 
now. 


The Pay-as-you-go Program 


Description. The pay-as-you-go program would use stepped-up con- 
ventional techniques of fiscal and monetary policy to close the infla- 
tionary gap. With the gap closed, it would rely mainly on the function- 
ing of the pricing system to allocate resources and distribute their 
output. Pay-as-you-go would nip inflation at its source of excess sup- 
plies of disposable funds, obliterate excess demands at stable prices, 
and prevent the amassing of liquidity that could imperil stabilization 
both during and after the crisis. 

With inflation prevented, there allegedly is no reason to impose con- 
trols over prices, no reason to ration, no reason to allocate resources 
directly, and no reason to limit administratively the production of 
specific goods. The profit-seeking proclivities of business firms would 
lead to an optimum use of resources. The pricing system, sheltered from 
inflationary distortions, can do better and more cheaply what the dis- 
equilibrium system would do by fiat and specific order. The distribu- 
tion of output would conform to pressures of the tax and credit system, 
and it could be made to give any desired result. 

Advantages. Pay-as-you-go has much to recommend it. Adminis- 
tratively, it is relatively simple: to tax, to sell securities, to tighten 
the money markets does not require any such administrative para- 
phernalia as is necessary to manage the disequilibrium system. New 
control apparatus is not needed. Each firm is its own War Production 
Board. The controls are flexible, since taxes and interest rates or capital 
rations and savings quotas can be raised or lowered as the need to do 
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so arises. Decentralization is easy, and the scheme lends itself to the 
needs of the reconversion period for which it leaves no embarrassing 
debris of excessive liquidity and complex direct controls. It ensures 
that resource allocation will be no worse than that which the pricing 
system itself achieves. It does not distribute output arbitrarily, and 
it gives full scope to the variety of consumer taste while putting down 
the abuses of gross interpersonal inequalities in buying power. It 
keeps the normal processes of the economy active and healthy, so its 
adherents argue, and hence abnormal administrative supervision is 
superfluous. 

Disadvantages. Our belief is that pay-as-you-go cannot cope with 
a major mobilization. Even at moderate levels of mobilization, marginal 
rates of income taxation would have to be prohibitively high to keep 
disposable income on a line with permissible consumption at stable 
prices. At peak mobilization, the average tax rate would have to be 
60 per cent of personal income. To prevent excessive inequality in 
consumption out of income alone, the marginal rate would need to be 
about 98 per cent for the top decile of income recipients and over 90 
per cent for the sixth to ninth deciles. It would range from 50 per cent 
to 78 per cent for the third to fifth deciles. However, it is clear that, 
even at this level of taxation, consumption would be distributed so 
inequitably as to endanger the war effort. The reason is that consumers 
in high-income brackets now have enough liquid assets, and access to 
still more, to defend living standards against virtually confiscatory 
income taxation. Families in the top decile, who now hold about $45 
billions in liquid assets, could consume at their present levels for a 
year or so even if taxes did take all of their income. Their spending 
would inflate price levels, and worse still, give rise to a gravely in- 
equitable distribution of real consumption. 

Our conclusion is that the severe tax program of pay-as-you-go 
would not contribute to an effective war effort. It would sap incentives 
to employment, to overtime labor and working efficiency, and to effi- 
cient, intensive use of managerial and plant capacities. It would 
encourage tax evasion, stimulate dissaving, and distribute consumption 
unfairly. Low morale and labor unrest would result from the shift of 
a larger share of declining aggregate consumption to families with the 
dual advantage of high incomes and high liquidity. 

Part of the responsibility for damping inflation might be put on 
compulsory savings devices. One difficulty is that schemes for com- 
pulsory saving which are suitable to pay-as-you-go cannot be enforced 
effectively. Old savings can be reported as current savings, and in many 
instances the misrepresentation cannot be detected. If income is the 
basis for defining minimum savings, the requirement can be evaded 
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in many cases by under-reporting of income. Unless compulsory saving 
is managed somewhat as our proposed program suggests, it is not an 
efficient limitation on consumption and it reduces the efficiency of taxa- 
tion. A second difficulty is that compulsory saving would not immobilize 
the liquid assets that are now so tightly concentrated in the upper 
reaches of the income scale. These assets would still be available to 
commandeer for their owners an intolerably large share of consumer 
supplies. 

Pay-as-you-go wisely condemns the principle of freezing prices and 
the direct controls that either make the freeze effective or serve as sub- 
stitutes for price-income directives. It seems to go too far, however, 
in rejecting also direct controls that supplement the price-income 
mechanism. Our impression is that the price-income mechanism unaided 
cannot mobilize and transfer resources quickly enough to meet mobili- 
zation requirements. Its signals to labor and management, particularly 
when tax rates are very high, would be too weak. Again, the price- 
income mechanism, in an atmosphere of uncertainty and conflicting 
expectations, may misdirect investment activity. Real losses from this 
source could not be afforded in peak mobilization. 

In the military sector the misallocation of resources by the price- 
income mechanism would be especially costly. Rapidly changing re- 
quirements, unfamiliar products, strong monopoly power of the seller, 
weak budget restraints upon the buyer, contracts which reduce incen- 
tives to efficiency—all of these features would interfere with the proper 
allocative function of the pricing system. When, in addition, the in- 
centive to follow the signals given by price is weakened by very high 
marginal tax rates, the situation seems hopeless. Our conclusion is that 
pay-as-you-go falls short of attainable standards in allocating resources 
as well as in stimulating the supply of resources and in distributing 
their output. 


Conclusion 


The faults we find with the conventional programs extend to all 
economic objectives of mobilization—supply, allocation, and distribu- 
tion. Yet the disequilibrium system has been used with fair success in 
other mobilizations, and pay-as-you-go has succeeded many times in 
checking inflation. If they cannot be recommended now, it suggests 
that in certain important respects the problem is new. There are indeed 
novel features which give rise to the need for stronger controls. 

One of these features is the already very large stock of liquid assets 
outstanding. It amounts to about as much as the annual quota of con- 
sumer goods at the mobilization peak. If taxes are set at our own 1944 


This content downloaded from 134.129.120.3 on Sun, 20 Dec 2015 15:55:12 UTC 
All use subject to JSTOR Terms and Conditions 


40 THE AMERICAN ECONOMIC REVIEW 


levels and savings distributed as they were in 1944, liquid assets would 
amount by 1955 to almost $500 billions, or four times the annual 
quota of consumption. Such a vast potential spending power threatens 
inflation of no small order. The cure, if it is not carefully chosen, may 
be worse than the disease. 

A second feature is the enormous gap which can exist in our very 
productive economy between personal income at the mobilization peak 
and an adequate allowance for consumption. According to our model, 
the gap would amount to $185 billions in 1955, about 47 per cent of 
the gross national product. So great a gap evidently complicates every 
aspect of the control problem immensely. 

A third feature, which we could neglect in the 1940’s is the wide- 
spread expectation of inflation. It makes the accumulation of most 
financial assets a great deal less attractive than in the last mobilization. 
And it makes the provision of adequate incentives to productive effort 
a considerably more difficult problem. 

A fourth feature is that the mobilization ahead may be much more 
exacting and complex in its pattern than any previous one. The pros- 
pect is that real consumption will fall, not rise as it did in 1940-45. 
The prospect also is that the mobilization will not be a single flexing 
of our muscles over a short time interval. Control mechanisms should 
be capable of dealing with a mobilization which, over some much longer 
period, will run an oscillating course from moderate to high levels. 
Obviously, too, they should be adapted to the need for decentralization 
when and if the economy is attacked. 

To build supply, to facilitate swift and proper resource allocations 
and to divide the output properly in the face of these unprecedented 
difficulties, calls for a program that is more powerful and more sensi- 
tive to the wants of civilians than either the disequilibrium system or 
pay-as-you-go. 

IIlI.—An Alternative Program 


In the program of controls we are proposing here, there are elements 
of pay-as-you-go and of the disequilibrium system too. It includes 
other control devices that economists have considered at one time or 
another. Part by part the program is not novel, but as a whole it does 
seem to be rather more powerful, flexible, and sensitive than other 
programs that have been recommended for economic mobilization in the 
present crisis. 


Controls in the Consumer Sector 


Expenditure Rationing. The burden of mobilization will bear hard 
on consumers in real terms. In money terms, on the other hand, the 
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prospect is for rapid inflation of personal incomes and even of dis- 
posable incomes unless taxes are to become significantly more severe 
than in the United Kingdom during World War II. Mobilization, then, 
will generate excess money demand for consumer goods and precipitate 
inflation unless sound precautions are taken. We are proposing that 
excess money demand at a stable cost of living should be removed by 
expenditure rationing, that is by administrative stipulation of the total 
spending budget of each consumer household. 

In the few paragraphs below we present a rough blueprint for one 
technique of expenditure rationing. Many of its details are omitted 
here. There may well be other techniques as feasible as this one or 
more so. Even though we may not have hit on the best way to ration 
spending power, a description of this method may prove that there is a 
practicable way. 

A Ration Authority would publish a ration table shortly before each 
quarter-year, allocating the permissible aggregate of consumer outlay 
at a stable price level. Except in a siege economy, the allocation would 
not be egalitarian. It would be regressive among consumer units by 
income level on a per capita basis. It might discriminate in other ways, 
perhaps according to source of income or on a regional basis. 

Each consumer unit could ascertain from the table its maximum 
budget for current outlays in the quarter ahead. But the household 
could not spend until it had received its ration permit from the Bureau 
of Internal Revenue. This permit would be a receipt for payment of 
income taxes in a recent period and would indicate the consumer’s in- 
come level and other data that might be relevant in fixing his classifica- 
tion in the ration table. The consumer would present his permit to his 
bank, the bank would compute his ration and note its amount in his 
current (white) bank account. 

The ration would put a ceiling over current spending, but the finan- 
cial power to spend would arise from current credits to white account. 
In principle, all income payments to consumers and no other payments 
should count as current credits, though provision could be made easily 
for white credits from consumer loans. 

Each household would also have a financial (black) account with its 
bank. All currency outside banks, in denominations perhaps of $5 and 
over, would be called in, credited to financial accounts of consumers 
or firms, and cancelled. Traditional bank deposits would be deemed 
financial credits, ineligible for spending in the income circuit except for 
an initial allotment of working balances to current account. Other 
credits to financial account would arise eventually from sales of capital 
assets and other transactions in the financial circulation. At the close 
of each ration interval, unused credits on white account would normally 
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be transferred to black account and thereby blocked from the income 
circulation. 

Each consumer could buy with white credits a ration currency book 
containing coupons in denominations, say, of $1 to $5. His outlays on 
consumption could be either in these coupons, in checks on white ac- 
count or in coins. Both the coupons and the checks should be negotiable 
only once. Consumers could draw on financial accounts for payments 
by distinctive checks of taxes, mortgage obligations, and the like. The 
important consideration is that these black balances should not be 
effective purchasing power against current output. 

Retailers would deposit sales proceeds to their own current (blue) 
accounts in commercial banks. These credits would be used to meet 
current operating expenses. They would be the basis for fixing the 
retailer’s own allowance for replenishment of inventory and possibly 
for new plant and equipment. Wholesalers and even manufacturers of 
consumer goods could be brought into the rationing program by ex- 
tending to them the distinction between blue accounts and financial 
(red) accounts. Use of the latter would be restricted to financial trans- 
actions outside of the income circuit. 

The whole of consumer outlay should be subject to the expenditure 
ration. Both house rents and purchases of durable goods can be fitted 
in. Each house-owner should register his property with his bank, and 
the property should be assigned a standard rental that the bank would 
determine from a formula set down by the Ration Authority. This 
figure would be charged against the house-owner’s expenditure ration, 
and the charge would be an inducement to him to rent his property in 
exchange for white payments from tenants. His rental income would 
entitle him to recover the assessment against his own expenditure 
ration. The standard rental might be set high for congested areas and 
lower elsewhere, and it might be adjusted according to changes in the 
housing situation. This plan does not call for rent ceilings: its purpose 
is to hold down rents by stimulating the supply of housing as well as 
by limiting the spending power of tenants. 

Credit facilities from current savings could be arranged for retail 
transactions in durable goods. Credit terms would tend to be very stiff, 
since loan funds would come only from households spending below 
their expenditure rations. This constraint on credit should encourage 
rentals of durable goods and a more intensive use of the supply in 
existence. 

Granted that expenditure rationing is practicable—and we are con- 
vinced that it is—the scheme is very attractive in principle. It enforces 
monetary equilibrium in the sector of the economy that includes con- 
sumers and their suppliers. There the flow of money expenditures is 
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balanced against the value of current output at a stable price level. 
Given over-all budget restraint and monetary equilibrium, there is no 
need whatever for price controls in the consumer sector and hence for 
specific or group rationing and their arbitrary standardization of con- 
sumption patterns. Once the price level is anchored, relative price ad- 
justments can pursue their peacetime role of clearing the market for 
individual goods, of allocating resources between consumer industries, 
of distributing output between consumer households. 

The regressive linkage between personal incomes and expenditure 
rations would prevent inequitable distribution of real consumption. At 
the same time it would provide a powerful incentive, in terms of 
marginal gains in real consumption, for mobilizing the labor force 
and employing it efficiently where demands are most urgent. The 
housing program compares more than favorably with rent ceilings as 
a device for making living space available on reasonable terms. The 
possible linkage between sales volume and private investment promises 
to put firms on their toes as they need not be in the sellers’ market 
of the disequilibrium system. As a means of mobilizing resource sup- 
plies, allocating them efficiently, and distributing their output suitably, 
expenditure rationing is a superior device. 

Expenditure rationing is flexible. The Ration Authority could ad- 
just effective demand to the phase of mobilization by its quarterly ad- 
justments in the ration table. It could manipulate incentive allowances 
in the ration table to mobilize factors in critical production areas. It 
could manage the flow of investment in the consumer sector by quar- 
terly adjustments of inventory allowances. The Ration Authority itself 
would not be an unwieldy agency, and the bulk of administrative re- 
sponsibility would fall on peacetime agencies, particularly the banking 
system and the Bureau of Internal Revenue. Administration would be 
widely decentralized and relatively invulnerable to the hazards of de- 
fensive warfare. 

Expenditure rationing, income taxation, and wartime savings pro- 
grams are natural allies, each complementing and strengthening the 
other. If the ration were linked to income reported for tax purposes, 
tax evasion would diminish appreciably. And tax assessments could 
be a forbidding penalty for persons or firms that would seek to in- 
flate spending rations by over-reporting income. Credits in black 
balances could be absorbed with relative ease into illiquid issues of 
government securities. 

Selective Controls in the Consumer Sector. Expenditure rationing 
would be an efficient control over aggregate consumer demand. But in 
some circumstances patterns of consumer outlay and real consumption 
might not respond in the way that would work out best for the war ef- 
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fort. Then we would recommend selective controls in the consumer sec- 
tor. Selective excises would have a rdle to play, in expediting transfer of 
resources to military output, in stimulating production of wage goods at 
the expense of luxuries, in supplementing selective credit controls to 
damp demand for durables. There is a job to be done also by stop- 
orders and limitations, by subsidies for conversion to utility goods, 
and other devices that would supplement the effect of relative price 
changes in adapting supply and demand to wartime conditions. 

Personal Income Taxation. The function of personal taxation should 
be not to repress consumption but to shrink the savings margin of per- 
sonal income over consumption—to mop up black rather than white 
balances. For wartime this amounts to saying that the principal réle 
of personal taxation should be to yield revenue and restrain the public 
debt. The tax program can also discriminate between households ac- 
cording to their share in the war effort, providing a rational scheme of 
production incentives. And it would be an essential instrument for 
enforcing rules of expenditure rationing. 

It is important to decide quickly on the shares of the savings margin 
that are to be taken away by taxes and by government borrowing. 
There are three reasons for relying principally on taxes. First, in a 
long mobilization a huge accumulation of financial assets would under- 
mine production incentive and price stability. Second, financial assets 
would tend to accumulate very unevenly between income classes. Third, 
an enormous bulk of public debt would jeopardize postwar recovery 
and stabilization. On the other hand, there are limits to a tolerable tax 
burden, since the public regards savings as an element of real income 
and as a reward for productive effort. It is difficult to say what the 
balance of borrowing and taxation should be, but our own judgment 
is that personal taxation here at rates as high as prevailed in the United 
Kingdom during World War IT would affect real output very adversely. 
A special advantage of expenditure rationing is that it dams up in- 
flation while the appropriate balance of borrowing and taxation is 
being worked out. 

Tax yield should be increased from peacetime levels by broadening 
the tax base as well as by raising rates. A larger portion of personal 
incomes can be made taxable by reducing evasion and by conceding less 
generous exemptions and deductions from income that exceeds the 
expenditure ration. The personal tax base may also be redefined to 
include capital gains, some imputed incomes, and corporate savings. 

It is proposed that corporate profits, whether distributed in divi- 
dends or not, be taxed as personal incomes of stockholders. Each cor- 
poration should certify to the Bureau of Internal Revenue each stock- 
holder’s share of earnings and should withhold taxes on these earnings 
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at a standard rate. The stockholder would pay additional tax or qualify 
for tax rebate, depending on the ratio between the flat corporate rate 
of withholding tax and the rate of personal tax that would be appli- 
cable to his own income including corporate earnings. On the assump- 
tion that judicial assent could be obtained for this proposal, the control 
program omits a progressive corporate income tax and excess profits 
tax. 

Since savings will accrue at a highly progressive rate along the in- 
come scale, personal income taxes must also follow a very progressive 
pattern. But highly progressive rates of tax imply also high marginal 
rates of tax. Fortunately there are ways of granting tax concessions to 
increases in income that reward more productive effort. For example, 
income increments may be exempted from tax altogether or treated 
to preferentially low rates for varying periods of time. 

Controls over Personal Savings. Controls over savings that survive 
taxation have a fourfold objective in wartime: to contribute to price 
stability during mobilization; to provide production incentives; to 
simplify federal debt management; to promote post-crisis stabiliza- 
tion. In view of the anticipated savings accumulation in the years 
ahead, it would be unwise in the extreme and incompatible with these 
objectives to try again World War II techniques of channeling con- 
sumer savings into liquid assets. In the main they must be enticed or 
driven into illiquid form. 

We suggest that purchasing-power bonds be alloted regressively 
along the income scale, to absorb perhaps one-half of aggregate per- 
sonal savings. These bonds would bear no interest; they would be 
negotiable except to banks; they would preferably be redeemable only 
on call by the Treasury, though some more explicit maturity might be 
needed for adequate voluntary subscriptions. Their maturity value 
would be issue price adjusted in some degree for change in the cost of 
living. Subscribers to these bonds would be assured stability in the 
real value of their savings rather than a return of interest or a guarantee 
of liquidity. It is recommended that personal savings not taken up by 
purchasing-power bonds be forced into annuities that would amount 
for all practical purposes to long-term refundable tax receipts. 

Various advantages can be cited for these savings controls. They 
would not generate the threat to stabilization that is implicit in the 
liquidity accumulations of the disequilibrium system. Purchasing-power 
bonds should be so attractive that they could be allocated at least in 
part on an incentive basis. The bulk of them would be allocated re- 
gressively by income level and would hence be useful in limiting the 
wartime increase in wealth inequalities. In the postwar period they 
would tend to restrain both inflation and deflation. During inflation 
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they would appreciate in money terms and limit dissaving. In deflation 
they would depreciate in money terms and encourage dissaving. 


Controls over Non-Financial Business Enterprise 


Business spending on current inputs and on capital formation must 
be held in bounds. One way, of course, is to limit the budgets of cus- 
tomers—through expenditure rationing for consumers and comparable 
controls on other classes of final buyers. Another way is to limit self- 
finance and borrowing. Self-finance can be regulated efficiently by the 
division of business cash balances into current and financial accounts, 
with release of funds from the latter being governed by the Ration 
Authority for consumer-goods industries and appropriate authorities in 
other fields. Borrowing should be restrained by capital rationing and 
by interest rates very considerably above current levels. Business 
spending can also be limited by taxation and savings controls. Our 
suggestion on the tax front is a flat-rate corporate income tax, which 
would be essentially a device for collecting personal income taxes from 
stockholders. Corporate savings that are superfluous for the capital 
formation program should be diverted into illiquid securities includ- 
ing purchasing-power bonds and annuities. 

Business in the Consumer Sector. A control program should exploit 
the price-income mechanism, when prices are adequately protected 
from a generalized excess of demand, for regulating both the aggregate 
and the pattern of current business outlays in the consumer sector. 
But opportunity would arise, too, to impose selective controls when 
the price mechanism works slowly or perversely. Excises, conversion 
subsidies, and tax concessions, for example, could speed increases in 
output of wage goods or utility goods and stimulate concentration of 
civilian outputs for the sake of cost economies. If important firms 
should defy price directives, it might be necessary to resort to stop or 
set-aside orders, or to encourage competing firms with inventory conces- 
sions, perhaps, or military contracts. We wish to emphasize that many 
of the World War II controls would not be necessary or even relevant 
in the context of expenditure rationing; for example, price ceilings, 
specific rationing, grade-labeling, price-line limitations, and production 
subsidies. 

Capital Formation. There should be an Investment Board, author- 
ized to design and implement a program of capital formation. At least 
until hot war comes, capital formation must be raised above its current 
share of the national product and directed to points of critical shortage. 
To a degree the price-income mechanism would induce optimum 
aggregates and patterns of capital formation, but the Board would 
need also to rely on direct stimuli and restraints. 
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Allocation of resources for capital formation in the consumer-goods 
sector would be small and could be delegated to the Ration Authority. 
The lion’s share of investment would be in the military sector, and 
responsibility for it should be on the Investment Board when financing 
is private and on the Procurement Agency when public funds are to 
be spent. 

Excessive capital formation could be checked by capital rationing 
and monetary controls, by limitation orders, and by variants of the 
Controlled Materials Plan. Capital formation could be stimulated in 
various ways, including risk-participation, governmental investment 
preferably on a much smaller scale than in World War II, construction 
subsidies, and tax adjustments. But the Investment Board should avoid 
the misapprehension that funds are not a scarce resource during 
mobilization. They must be in limited supply, in any sector of the 
economy, if inflationary pressures are to be bottled up. Dollars must 
be conserved to ward off the distorting effects of excess demands on 
patterns of production. 

Controls in the Military Sector. In the consumer sector we would 
depend primarily on indirect controls of an unconventional type. In 
the sector concerned with supply and requisition of military goods, 
the price mechanism is inherently less efficient and must be supple- 
mented with more powerful direct controls. Still, we urge rigorous 
budget restraint on military procurement and assignment of responsi- 
bility for military buying to a civilian Procurement Agency. 

If the price-income mechanism does reveal marked shortcomings in 
allocation of resources in the military sector, the Procurement Agency 
should impose a limited system of direct allocation in the form of a 
Controlled Materials Plan. This device at least minimizes production 
of the wrong things, although it does not provide strong incentives to 
produce the right things. It can be very useful if it is not extended to 
more than a few materials and if materials requisitions of armament 
producers are competently policed. Perversion of the price-income 
mechanism and of the Controlled Materials Plan can be limited, too, 
if procurement contracts can be put generally on an incentive basis. 
Finally, it may be necessary to give the Procurement Agency standby 
powers to impose price ceilings selectively where advantage is obviously 
being taken by the supplier of his superior bargaining position. 


Wage Policy 


How money-wage rates should behave in the consumer sector can 
be deduced from the rule that the cost of living should be stabilized: 
efficiency wages, too, should be stable. However, formal wage ceilings 
should not be imposed. Other prices would not be frozen, and wages 
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in common with other prices should be a principal instrument for 
allocating our scarce resources to their most urgent uses. Labor would 
properly resist discrimination in this respect, and administration of 
wage ceilings in a mobilization of the scale we have discussed would 
be expensive and clumsy in the extreme. 

If organized labor demands and gets increased efficiency wages, 
the Ration Authority might respond in either of two ways. To prevent 
an increase in consumer prices, it might reduce the aggregate expendi- 
ture ration, but this would precipitate unemployment. The Authority 
might better raise its target level of the cost-of-living index and point 
out that labor’s monopoly powers had subjected the rest of the com- 
munity to a loss of real savings and, by the operation of the ration 
table, to at least a relative loss in current real consumption. There 
seems to be no more effective way of forestalling excess wage demands 
than to mobilize general opinion against wage and price inflation. 

A Wage and Manpower Authority, not incorporated in the Depart- 
ment of Labor, should be delegated responsibility for labor mobiliza- 
tion, a more intense labor effort, and the transfer of manpower to suit 
changing patterns of demand for output. It might resort to tax and 
ration incentives, to training programs, and to other means for assem- 
bling an adequate and properly distributed labor force. It should be 
able to force dishoarding of manpower where loose procurement prac- 
tices permit it to occur, to settle critical disputes with compulsory 
arbitration, and in dire emergency to impose a labor draft for limited 
periods. If the general excess of demand for current output could be 
destroyed, the Authority should not be plagued with the conspiracies 
between labor and management to upset wage and price stability or to 
employ labor in relatively inefficient ways that characterized our ex- 
perience in World War II. 


Management of the Public Debt 


If mobilization were to take the course we have sketched in Sec- 
tion I, and if tax rates were not raised above our own 1944 levels, the 
public debt would approach $750 billions in 1956. Even at 1944 British 
tax rates the debt could mount to $500 billions in mid-1950 purchasing 
power. Distressing problems of debt management may be in store for 
the Treasury both during and after mobilization. 

It would surely doom stabilization now and later if the Treasury 
decided to borrow in the fashion of World War II, by issuing liquid 
low-yield securities. So we have suggested issue of purchasing-power 
bonds and annuities that would not be close substitutes for money. 
Debt outstanding now should be made illiquid, partly by a sharp up- 
ward adjustment in interest rates and partly by freezing bank port- 
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folios of government securities in a bond reserve. It is vital that 
Treasury securities should find their way to firm hands, and a con- 
siderable rise in interest expense to the federal government would be a 
cheap price to pay for this achievement. 

If the debt should rise $450 billions by 1955 and if it were 
managed as in World War II, the public would be treated to an 
avalanche of liquidity. For all practical purposes, liquidity would be- 
come a free good—at 1950 price levels. Even long-term rates of interest 
would tend toward zero, unless inflation intervened. This prospect is 
much more worrisome now than it might have been in 1940, when so 
many of us were concerned over tendencies toward stagnation in the 
economic system. There is no chance whatever that propensities to 
spend would be so low after mobilization in 1951-56 as to neutralize 
the inflationary potentialities of nearly free access to spendable funds. 
Unless there is a change in debt-management policy or unless the 
price mechanism is indefinitely either frozen by direct controls or safe- 
guarded by expenditure rationing, a major mobilization is bound to 
terminate in hyperinflation. 


Monetary Controls 


In recent years the banking system has been residual buyer of gov- 
ernment securities at low rates of interest. In effect, it has resigned 
authority over the money supply to sellers, including the Treasury, of 
government securities. So elastic a monetary system should not be 
tolerated in a mobilization crisis. Severe new restrictions should be 
placed on commercial banks. All commercial banks should be brought 
under federal regulation. A marginal reserve requirement of 100 per 
cent should be imposed on demand deposits. The commercial banks’ 
current portfolios of government securities should be converted into a 
new form of security, eligible for banks only and redeemable at the 
Federal Reserve. 

There should be a Monetary Council, perhaps with the Board of 
Governors as its nucleus, with jurisdiction over the commercial banks, 
the Federal Reserve, and management of the public debt as well. 
Monetary policy will be so conditioned by the size and rate of growth 
in the debt that it will be inviting trouble and confusion to keep 
monetary management and debt management separate. 

After a long, hard mobilization, the public would have very large 
amounts of blocked balances, purchasing-power bonds, annuities and 
conventional forms of public debt. The job then of the Monetary Coun- 
cil would be to schedule the liquidation of these claims equitably and 
at a rate compatible with general economic stability. 
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Administrative Considerations 


This program of controls calls for a Mobilization Authority to appor- 
tion the national product between classes of final buyers and to co- 
ordinate administration in each sector of the economy. The Ration 
Authority, Investment Board, Procurement Agency, Wage and Man- 
power Authority, and Monetary Council would be subordinate agencies, 
on a common level of authority over their several spheres of influence. 

This administrative design would have a number of advantages. It 
should be simpler to assemble and disassemble than the administrative 
apparatus of the disequilibrium system, since to a large extent it would 
exploit peacetime agencies. It should be simpler to decentralize and 
cheaper in skilled manpower, since the scheme of controls relies heavily 
on the decision-making of buyers and sellers and the price mechanism. 
There is less potential conflict between agencies, and a lower casualty 
rate among agencies and administrators, since this technique of control 
does not create the antagonism between mobilization and stabilization 
that is characteristic of the disequilibrium system. 


Timing of Controls 


If progressive mobilization is coming, expenditure rationing and 
the allied controls should go into effect as soon as generalized excess 
demand puts in its appearance. The disequilibrium system or pay-as- 
you-go would suffice, to be sure, at low levels of mobilization, but it 
would be advisable to implement the more powerful regime of controls 
at an early stage so that the public and the administrative agencies 
could become accustomed to it under relatively favorable conditions. 
If a long mobilization is likely, at rather low and oscillating levels of 
military spending, the disequilibrium system and pay-as-you-go might 
do indefinitely. But the probability is so high that both of them would 
permit a creeping inflation and constrain productivity, that again early 
recourse to the proposed program can be urgently recommended. 
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